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Afiled a consolidated return with its wholly-
owned subsidiary (PR) in 1977. During that year, A
distributed a note to PR in redenption of PR s shares
in A In 1985, P acquired nore than 80 percent of the
stock of A and thereupon A and PR becane nenbers of
P s consolidated group. In 1987, A redeened the note
fromPR Later that year, PR Iliquidated into A Held:
Under sec. 1.1502-14(d)(4), Inconme Tax Regs., P nay not
take a deduction in 1987 for the capital |oss PR
realized on the redenption of A's note.
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OPI NI ON

LARO, Judge: This case is before the Court fully
stipulated. See Rule 122. Petitioner petitioned the Court to
redeterm ne respondent’s determ nation of deficiencies in Federal
incone tax for its taxable years ended January 2, 1988, Decenber
31, 1988, Decenber 30, 1989, Decenber 29, 1990, Decenber 28,
1991, and January 2, 1993, in the anounts of $5, 083, 201,
$1, 783,938, $244, 211, $1,152,171, $14,011,513, and $68, 811
respectively.

We decide herein whether petitioner is entitled to a cl ai ned
$14,934, 745 capital loss for the taxable year ended January 2,
1988 (1987 taxable year).! W hold it is not. Unless otherw se
i ndi cated, section references are to the Internal Revenue Code
and the regul ations thereunder in effect for the years in issue.?
Rul e references are to the Tax Court Rules of Practice and

Pr ocedur e. Dol | ar anpbunts are rounded to the nearest doll ar.

! This case invol ves several issues, sone of which have been
settled. The other issues remaining for decision wll be
addressed in one or nore subsequent opinions and/ or orders.

2 The applicable regul ations were revised in 1995, with
prospective effect. See T.D. 8597, 60 Fed. Reg. 36671 (July 18,
1995), generally effective for transactions in years begi nning
after July 11, 1995.
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Backqgr ound?

Textron Inc. (Textron) is the conmmon parent of an affiliated
group of corporations within the nmeaning of section 1504(a) (the
Textron group) that filed a consolidated Federal incone tax
return for its 1987 taxable year. For certain periods of tine,
menbers of the Textron group included Paul Revere Corporation
(Paul Revere) and AVCO Corporation (AVCO) .

Before joining the Textron group in 1985, AVCO was the
common parent of its own affiliated group of corporations within
t he nmeani ng of section 1504(a) (the AVCO group). In February
1967, Paul Revere purchased four mllion shares of AVCO stock for
$135 million. AVCO s renumining stock was owned by the general
public and traded on the New York Stock Exchange. |In Novenber
1967, AVCO acquired all of the stock of Paul Revere, and Pau
Revere becane a nenber of the AVCO group. Paul Revere still
owned the four mllion shares of AVCO stock at the tine it was
acqui red by AVCO

On Decenber 1, 1977, AVCO redeened all of Paul Revere's AVCO
stock (the stock redenption). In return for this stock, Pau
Revere received a prom ssory note from AVCO (the AVCO note), with
a face ambunt and fair market value of $40, 419,005, and ot her

property. Paul Revere realized a $55, 353, 750 | oss on the stock

3 When the petition was filed in this case, petitioner’s
princi pal place of business was Provi dence, Rhode I|sland.
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redenption. Pursuant to section 1.1502-14(b)(1)(iii), Income Tax
Regs., the AVCO group did not recognize this |loss. Instead, Pau
Revere’s basis in the AVCO stock was all ocated to the property
distributed in the stock redenption (including the AVCO note) in
accordance with section 1.1502-31(b)(2)(ii), Incone Tax Regs.*

AVCO and Paul Revere were nenbers of the AVCO group at al
times from 1967 to 1985. Textron began to acquire stock in AVCO
in 1984, and by January 9, 1985, Textron had acquired in excess
of 80 percent of the outstanding stock of AVCO and thereupon AVCO
and Paul Revere became nenbers of the Textron group.

On Novenber 11, 1987, AVCO redeened the AVCO note from Pau
Revere for $40, 419,005 in cash (the note redenption). This was
$14,934, 745 |l ess than Paul Revere’'s basis in the AVCO note.

Paul Revere was liquidated into AVCOin a tax-free
i qui dation under section 332 on Decenber 30, 1987. AVCO
remai ned with the Textron group through 1992. Textron, as parent
of the Textron group, clainmed on its 1987 tax return a
$14,934,745 long-termcapital |oss on the note redenption.

Di scussi on

We deci de whether the Textron group nay deduct the | oss
realized by Paul Revere on the redenption of the AVCO note in

1987. Section 1001 generally requires gain or loss to be

“ The tax treatment of the stock redenption is not in
di sput e.
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recogni zed upon an exchange of property. See also sec.
1271(a) (1) (amounts received by the holder on the retirenent of
any debt instrunment are considered to be anmounts received in
exchange for the instrunent). Respondent asserts, however, that
the | oss suffered by Paul Revere on the note redenption is
deferred by reason of section 1.1502-14(d)(4)(i), Incone Tax
Regs., which provides:

(4) Exception for obligations acquired in tax-free
exchanges. (i) If —

(a) A nenber received an obligation of another nenber
i n exchange for property,

(b) The basis of the obligation was determned in
whole or in part by reference to the basis of the property
exchanged, and

(¢) The obligation has never been held by a nonnenber,
then any gain or |oss of any nmenber on redenption or
cancel l ati on of such obligation shall be deferred, and
subpar agraph (3) of this paragraph shall not apply.
Petitioner offers four independent reasons why section

1.1502-14(d)(4), Income Tax Regs., does not apply to defer its

| oss on the note redenption: (1) Section 1.1502-14(d)(4), Incone
Tax Regs., operates solely to override section 1.1502-14(d)(3),

| ncone Tax Regs., and cannot otherw se defer gains or |osses; (2)
Paul Revere did not receive the AVCO note in a tax-free exchange;
(3) the AVCO note was previously held by a nonnenber of the

Textron group; and (4) Paul Revere did not receive the AVCO note

i n exchange for property. W address these argunents in turn.
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1. VWhet her Section 1.1502-14(d)(4) Operates Solely as an
Exception to Section 1.1502-14(d)(3)

The flush | anguage of section 1.1502-14(d)(4)(i), Incone Tax
Regs., provides that if the enunerated requirenents are nmet “then
any gain or loss of any nenber on redenption or cancellation of
such obligation shall be deferred, and subparagraph (3) of this
paragraph shall not apply.” Petitioner reads this |anguage to
mean that section 1.1502-14(d)(4), Inconme Tax Regs., operates
solely to override section 1.1502-14(d)(3), Inconme Tax Regs., and

does not otherw se operate to defer gains and | osses. W

di sagr ee.
Section 1.1502-14(d)(3), Incone Tax Regs., is a restoration
provision, i.e., it establishes the circunstances under which an

i nterconpany gain or |loss deferred el sewhere in the consoli dated
return regulations is triggered into inconme (i.e., restored).
Specifically, section 1.1502-14(d)(3), Incone Tax Regs., restores
gains or losses deferred with respect to an obligati on under
section 1.1502-14(d)(1), Incone Tax Regs. Gai ns and | osses
deferred under section 1.1502-14(d)(1), Inconme Tax Regs., are
those that are “recogni zed under the Code to a nenber during a
consolidated return year because of a sale or disposition (other
than a redenption or cancellation) of an obligation of another

menber” . ®

> The parties agree that sec. 1.1502-14(d)(1), Incone Tax
(continued. . .)
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|f, as petitioner contends, section 1.1502-14(d)(4), |nconme
Tax Regs., functions solely to prevent gains and | osses from
being restored by section 1.1502-14(d)(3), Inconme Tax Regs., then
it would be inapplicable where there had been no previous
deferral under section 1.1502-14(d)(1), Incone Tax Regs.
However, the exanple set forth in the regulations at section
1.1502-14(d)(4)(iii), Inconme Tax Regs., disproves petitioner’s
contention. In the exanple, a corporation receives a security
fromits newy fornmed subsidiary in a section 351 exchange, and
the security is later redeened.® In 1966, when these regul ations
were inplenmented, and at all tinmes through the year at issue, no

gain or |l oss was recogni zed under the Code on the receipt of a

5(...continued)
Regs., is inapplicable both to the 1977 stock redenption and the
1987 note redenption.

6 The full text of sec. 1.1502-14(d)(4)(iii), Income Tax
Regs., is as follows:

Thi s subparagraph may be illustrated by the foll ow ng
exanpl e:

Exanple. Corporation P forns a subsidiary, S, in
a transaction to which section 351 applies and receives
as a result of such transaction, in addition to stock,
a security with a face value of $100 and a basis of
$50. If the security is redeened for $100, the $50
gain on redenption is deferred and is not taken into
account until P ceases to be a nenber or the stock of S
is treated as di sposed of under this subparagraph.
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security in exchange for property in a section 351 transaction.’
Thus, the corporation’s gain in the section 351 exchange woul d
not have been “recogni zed under the Code” as required to invoke
section 1.1502-14(d)(1), Incone Tax Regs. As a result, section
1.1502-14(d)(4), Incone Tax Regs., operated independently in the
exanple to defer the gain on the redenption of the security and
not as an override of section 1.1502-14(d)(3), Incone Tax Regs.
Accordingly, we find that gains or |osses on the redenption
of an obligation may be deferred under section 1.1502-14(d)(4),
| ncone Tax Regs., irrespective of the application of section
1.1502-14(d) (1) and (3), Incone Tax Regs.

2. Whet her The Stock Redenpti on Was a “Tax Free” Exchange

The heading to section 1.1502-14(d)(4), |Incone Tax Regs.,
refers to obligations acquired in “tax-free exchanges”.
Petitioner argues that the 1977 stock redenpti on was not a tax-
free exchange because stock redenptions are taxabl e under section

302.

" Sec. 351(a) read:

SEC. 351(a) No gain or loss shall be recognized if
property is transferred to a corporation by one or nore
persons solely in exchange for stock (or securities) in
such corporation and i medi ately after the exchange
such person or persons are in control (as defined in
section 368(c)) of the corporation.

Sec. 351 was anended in 1989 to provide that securities could no
| onger be received tax-free under the provision. See Omibus
Budget Reconciliation Act of 1989, Pub. L. 101-239, sec. 7203(a),
103 Stat. 2106, 2333.
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It is well settled that the headi ng of a section does not

limt the plain neaning of the text. See Brotherhood of RR

Trainnen v. Baltinore & OR Co., 331 U S 519, 529 (1947);

Warren v. Conmm ssioner, 114 T.C 343, 347 (2000). The text of

section 1.1502-14(d)(4), Incone Tax Regs., requires only that an
obl i gation be received in exchange for property and that the
basis of the obligation be determ ned by reference to the basis
of the property exchanged. Paul Revere received the AVCO note in
exchange for its AVCO stock, and its basis in the note was
determ ned by reference to its basis in the stock. See sec.
1.1502-31(b)(2)(ii), Income Tax Regs. Thus, we find the stock
redenption to be a qualifying exchange covered by the provision.?

3. VWhet her Paul Revere Was a “ Nonnenber”

Section 1.1502-14(d)(4), Incone Tax Regs., applies only if
the obligation at issue “has never been held by a nonnmenber”.
Sec. 1.1502-14(d)(4)(i)(c), Inconme Tax Regs. Section 1.1502-
14(d) (4) (i) (c), Income Tax Regs., does not specify how or when a
corporation’s status as a nenber or nonnenber is to be
determ ned. Petitioner focuses on the word “nonnenber” and

concl udes that the deferral of Paul Revere's | oss ended in 1987,

8 Even if the heading did Iimt the scope of the provision,
t he AVCO group recogni zed no gain or |oss on the stock redenption
because the redenpti on was governed by sec. 1.1502-14(b)(1),
| ncone Tax Regs. The fact that the redenption would have been
t axabl e under sec. 302 had AVCO and Paul Revere not been nenbers
of the same consolidated group is immuaterial.
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upon AVCO s redenption of the note, because Paul Revere held the
note for 7 years before Paul Revere becane in 1985 a nenber of
the Textron group.® Throughout that 7-year period, Paul Revere
and AVCO both had been nenbers of the AVCO group

We disagree with petitioner’s interpretation of the word
“nonmenber” in section 1.1502-14(d)(4)(i), Incone Tax Regs.,
because it reads that word out of context and in isolation. The
salient fact is that Paul Revere, having held the note fromthe
date of its issuance, was a nenber of the Textron group when the
note was redeened. Petitioner’s reading is incongruous with the
pur pose of the consolidated return regulations and | eads to an
unreasonable result. The provisions of the regulation in
guestion must be construed consistently with the framework of the
consolidated return regulations, in light of their overal

purpose and regul atory schene. Cf. Albertson’s, Inc. V.

Commi ssioner, 42 F.3d 537, 541 (9th Cr. 1994), affg. 95 T.C 415

(1990); Wbodral v. Comm ssioner, 112 T.C. 19, 22 (1999); see also

Estate of Schwartz v. Conm ssioner, 83 T.C 943, 953 (1984)

9 Sec. 1.1502-1(a) and (b), Inconme Tax Regs., defines
“group” and “nenber” as foll ows:

(a) Goup. The term“group” neans an
affiliated group of corporations as defined in section
1504. See section 1.1502-75(d) as to when a group
remai ns i n existence.

(b) Menmber. The term “nmenber” neans a
corporation (including the conmon parent) which is
i ncluded within such group.
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(canons of statutory construction apply to interpretation of

Treasury regul ations); Wwelan v. United States, 208 Ct. Cl. 688,

529 F.2d 1000, 1002-1003 (1976) (canons of statutory construction
used to interpret adm nistrative regul ations).

The consolidated return regulations are built on the prem se
that nmenbers of a consolidated group are a single economc entity
with regard to interconpany transactions and distributions and
that resulting gains or |osses are given effect only when the
transferred property, or stock of the transacting nenber, |eaves
the consolidated group. See also secs. 1.1502-13 & 1.1502-14,
| nconme Tax Regs.; see generally 3 Bittker & Lokken, Federal
Taxation of Income, Estates and G fts, par. 90.5, at 90-48 (2d
ed. 1991):

The basic concept underlying * * * [the consolidated

return] provisions is that the consolidated group is * * * a

single taxable enterprise whose tax liability ought to be

based on its dealings with outsiders rather than on
intragroup transactions. This single taxpayer concept |ies
at the heart of the treatnent of interconpany transactions,
whi ch, with sonme exceptions to prevent tax avoi dance, are
elimnated in conputing the group’s consolidated taxable

i ncone.

Petitioner’s interpretation of section 1.1502-14(d)(4)(i)(c),
I ncone Tax Regs., conflicts with this franework. At the tine
AVCO redeened its note from Paul Revere, both were nenbers of the

Textron group and both remai ned nenbers as of the end of the 1987

taxabl e year. There were no “dealings with outsiders” that would



- 12 -
entitle the group to take into account the |oss fromthat
I nt erconpany transacti on.

For purposes of section 1.1502-14(d)(4)(i), lIncone Tax
Regs., we determ ne the status of Paul Revere as a nenber or
“nonnenber” of the Textron consolidated group at the tine of
redenption of the note. W interpret the word “nonnenber” in
that provision of the regulations as applying to cases where a
menber of a consolidated group cancels or redeens an obligation
that is held, or was held, by a corporation that is a nonmenber
at the tinme of cancellation or redenption. W do not read
section 1.1502-14(d)(4)(i), Incone Tax Regs., as applying to
cases such as we have here where a corporation/notehol der was
acqui red by and becanme a nenber of the consolidated group before
the note’s redenption or cancell ation.

Qur reading is supported by consideration of the result that
woul d have occurred had AVCO redeened Paul Revere’'s AVCO stock in
1977 for cash. |In that case, Paul Revere’s |loss on the
redenpti on woul d have been deferred under section 1.1502-
14(b)(2)(iii), Income Tax Regs., and woul d have continued to be
deferred as of the end of the 1987 taxable year even though AVCO
and Paul Revere were then nenbers of the Textron group rather
than the AVCO group. See secs. 1.1502-13(f), 1.1502-14(b)(3),
(f), Incone Tax Regs. (termnation of a consolidated group due to

the acquisition of its common parent by a nonmenber does not
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restore deferred gains and | osses if the nenbers of the
termnating group becone nenbers of another group). The subject
| oss, therefore, would have continued to be deferred in the year
in which petitioner now clains it is deductible.

Petitioner seeks a result different froma cash redenption
relying on the nmere fact that AVCO redeened the stock for a note
rat her than cash. W do not believe that this distinction in
fact leads to a different result. Petitioner offers no
expl anati on why the consolidated return regul ati ons would give
effect to gains and | osses realized in interconpany redenptions
paid for with debt but not those realized in interconpany
redenptions paid for by cash or other property. |In fact, we
understand petitioner to concede that Paul Revere’'s status as a
menber of the Textron group at the tinme the | oss was realized on
the note redenption satisfies the nmenbership requirenent of
section 1.1502-14(d)(4)(i)(a), Inconme Tax Regs. (“A nenber
recei ved an obligation of another nenber in exchange for
property”), even though Paul Revere was not a nmenber of the
Textron group at the tinme it received the AVCO note in exchange
for the AVCO stock. W conclude that Paul Revere is a nenber for
pur poses of section 1.1502-14(d)(4)(i)(c), Inconme Tax Regs., and

that the AVCO note was never held by a nonnenber.
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4. Whet her the AVCO St ock WAs “Property”

Def erral under section 1.1502-14(d)(4), Incone Tax Regs., is
required only if the obligation is received by a nenber in
exchange for property. See sec. 1.1502-14(d)(4)(i)(a), Incone
Tax Regs. The term“property” is undefined in the regul ations.

The parties agree that Paul Revere received the AVCO note in
a redenption satisfying the requirenents of section 302.
Petitioner argues that because stock of the distributing
corporation is not considered property in a section 302
transaction, the reference in section 1.1502-14(d)(4), |ncone Tax
Regs., to “property” excludes the AVCO stock given up by Pau
Revere in the stock redenption. Petitioner further argues that
this reading is consistent wwth the econom c substance of the
transacti on because this would permt petitioner to recognize and
take into account the substantial economc |oss that Paul Revere
realized in the redenptions.

The pre-1966 consolidated return regul ations deferred to
Code definitions when a word used in the regul ati ons was not

specifically otherwi se defined.!! See Foster v. Conm ssioner

1°Sec. 317(a) provides: “For purposes of this part * * *
[ secs. 301 through 318], ‘property’ neans noney, securities, and
any other property; except that such term does not include stock
in the corporation making the distribution (or rights to acquire
such stock).”

UT. D. 6894, 1966-2 C.B. 362, pronul gated new consol i dat ed
return regul ati ons under sec. 1502 of the 1954 Code. The new
(continued. . .)
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T.C. Meno. 1966-273, nodified and remanded on a different issue

sub nom Likins-Foster Honolulu Corp. v. Commi ssioner, 417 F.2d

285 (10th Cr. 1969). The 1966 regul ati ons abandoned that rule
in favor of a nore general requirenent that “The Code, or other
| aw, shall be applicable to the group to the extent the
[ consol idated return] regul ations do not exclude its
application.” Sec. 1.1502-80, Incone Tax Regs.

Here the consolidated return regul ati ons are on point, so

contrary provisions in the Code are inoperative. See First Natl.

Bank in Little Rock v. Comm ssioner, 83 T.C 202 (1984) (though

sections 166 and 585 otherwi se entitled bank to take a bad debt
deduction arising froman interconpany |oan, election of
consolidated return treatnent required deferral under sec.
1.1502-14(d) (1), Income Tax Regs.). Wile the 1977 stock
redenption nmet the requirenents of section 302, AVCO and Pau
Revere had el ected consolidated treatnent, and thus the tax
consequences of the stock redenpti on were determ ned under
section 1504 and sections 1.1502-14(b)(1)(iii) and 1.1502-
31(b)(2)(ii), Income Tax Regs. These provisions do not exclude

stock of the redeem ng corporation fromthe definition of

property.

(... continued)
regul ations were applicable to taxable years begi nning after Dec.
31, 1965.
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The only authority cited by petitioner in support of its
position is Tech. Adv. Mem 96-27-003 (Feb. 28, 1996).! The
TAM concl uded that the definition of “redenption” in section
317(b) may have sone general application in the determ nation of
whet her a redenption took place for the purposes of section
1.1502-13(f)(1), Income Tax Regs. Petitioner reads into this
that respondent’s adm nistrative position was that the definition
of property set forth in section 317(a) is simlarly relevant to
the interpretation of the consolidated return regulations. This
assunption is inaccurate. In GCM 39,608 (Mar. 5, 1987), 13
respondent determ ned that the gain realized on a consolidated
subsidiary’s distribution of its parent’s stock to its parent in
a section 311 transaction resulted in a deferral of gain pursuant
to section 1.1502-14(c)(1), Incone Tax Regs. The GC M found
the stock of the parent corporation to be “property” for purposes
of the consolidated return regul ations even though the stock was
held by the parent as treasury stock after the distribution. The

G C.M concurrently | ooked to the section 317(b) definition of

2Techni cal advi ce nenoranda (TAMs) and private letter
rulings have no precedential value but nerely represent the
Comm ssioner’s position as to a specific set of facts. See sec.
6110(k) (3); Bunney v. Comm ssioner, 114 T.C. __ _, _ n.2 (2000)
(slip op. at 5).

13A general counsel nenorandumis a |egal opinion fromone
di vision of the Comm ssioner’s Ofice of Chief Counsel to another
and is not binding on this Court. See AOd Harbor Native Corp. v.
Comm ssioner, 104 T.C 191, 207 (1995).




- 17 -
redenption to interpret section 1.1502-13(f)(1), Incone Tax Regs.
Thus, respondent did not consider the two positions to be
contradictory. W are not aware that respondent has ever taken
the position, admnistratively or otherw se, that the definitions
found in section 317 are universally applicable to interpret the
consol i dated return regul ati ons.

In any case, as stated above, had AVCO redeened the stock
for cash, the gain or | oss would have been deferred under section
1. 1502-14(b)(2)(iii), Income Tax Regs. Under petitioner’s
interpretation, a consolidated taxpayer could elect to recognize
| osses on the redenption of the stock between nenbers at its
whim Instead of redeem ng depreciated nmenber stock with cash
it could sinply redeemthe stock with debt and then retire the
debt. W decline petitioner’s invitation to interpret an
undefined termso as to achieve this anomal ous result.
Petitioner’s interpretation would underm ne the structure of the
consolidated return regulations by treating as recognition events
what are purely intragroup transactions.

As to petitioner’s econom c substance argunent, the
consolidated return regul ati ons were pronul gated under the
congressi onal mandate of section 1502 to regulate the privilege
of filing consolidated returns. Once an eligible group of
corporations consents to consolidation both the taxpayer and the

Government are bound by the consolidated return regul ations. See
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sec. 1502. Though Paul Revere nmay have realized a genuine
econom c | oss on a separate entity basis, recognition of that

|l oss is deferred by reason of petitioner’s election to be bound
by the consolidated return regul ati ons.

5. VWhet her the Loss WAs Restored Upon Liquidation of Pau
Revere

As a final matter, we note that the |iquidation of Pau
Revere in 1987 did not restore Paul Revere’'s |oss on the note
redenption. A nmenber’s gain or |oss deferred by section 1.1502-
14(d)(4), Income Tax Regs., is restored imedi ately before the
earlier of the tinme: (1) When the deferring nenber (in this
case, Paul Revere) ceases to be a nenber, or (2) when the stock
of the debtor nenber (in this case, AVCO is considered to be
di sposed of by any nenber. See sec. 1.1502-14(d)(4)(ii), Incone.
Tax Regs. However, in the event the deferring nmenber ceases to
be a nmenber because its assets are acquired by another nenber of
the group in a transaction described in section 381(a) (such as a
section 332 liquidation), the gain or loss is not so restored.
See sec. 1.1502-14(e)(2), Inconme Tax Regs. Paul Revere ceased to
be a nenber of the Textron G oup when it liquidated in a section
332 transaction. Thus, the liquidation was not a restoration
event.

I n reaching our holdings herein, we have consi dered al
argunents nade by the parties, and, to the extent not discussed

above, we find those argunents to be irrelevant or without nerit.



To reflect the foregoing,

An appropriate order will be

i ssued.



